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SPEECH: A HOME EQUITY LOAN: IS  I T  RIGHT FOR YOU?
889365
march, 1988
Communications division
American Institute of Certified Public Accountants
SPEECH: A HOME EQUITY LOAN: IS IT RIGHT FOR YOU?
MANY OF US KEEP TRACK OF THE PAST YEARS BY THINKING OF 
MEMORABLE EVENTS THAT OCCURRED DURING THAT TIME. FOR INSTANCE, 
AS A CPA, THE YEAR 1986 WILL BE REMEMBERED BY ME AND I'M SURE 
BY MANY OF MY COLLEAGUES AS THE YEAR OF TAX REFORM. SIMILARLY, 
MANY BANKS AND OTHER FINANCIAL INSTITUTIONS WILL REMEMBER THE 
YEAR 1987 AS THE YEAR OF THE "HOME EQUITY BOOM."
IT IS NO COINCIDENCE THAT THESE TWO PARTICULAR EVENTS 
OCCURRED SO NEAR TO EACH OTHER SINCE THE 1986 TAX REFORM ACT IS 
ONE REASON HOME EQUITY LOANS HAVE BECOME SO POPULAR WITH 
American consumers. Before I  go on, let me just assure you 
THAT I WILL BE HANDING OUT A BROCHURE WHICH COVERS ALL OF THE 
POINTS I WILL BE MAKING, SO PLEASE DON'T WORRY ABOUT TAKING 
DETAILED NOTES.
The new tax laws, among many other things, gradually phase 
OUT deductions for interest on consumer non-mortgage loans. 
Typically, these non-mortgage consumer items include auto loans 
AND BANK AND DEPARTMENT STORE CHARGES. IN 1987, ONLY 65 
PERCENT OF THE INTEREST ON NON-MORTGAGE CONSUMER LOANS WAS 
DEDUCTIBLE. IN 1988, ONLY 40 PERCENT OF THAT INTEREST IS 
DEDUCTIBLE. THE ALLOWED DEDUCTIBLE STEADILY DECREASES UNTIL 
THE YEAR 1991 WHEN NO INTEREST ON CONSUMER NON-MORTGAGE LOANS 
MAY BE DEDUCTED AT ALL.
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The Tax Reform Act does, however, preserve deductions for 
INTEREST ON MOST MORTGAGE-RELATED LOANS. THIS, OF COURSE, 
INCLUDES HOME EQUITY LOANS. THE RESULT HAS BEEN THAT HOME 
EQUITY LOANS HAVE BECOME A NEW SOURCE OF CREDIT FOR THOUSANDS 
OF HOMEOWNERS WHO WISH TO FINANCE THE PURCHASE OF LARGE,
EXPENSIVE ITEMS OR PAY OFF OUTSTANDING CREDIT CARD DEBTS, 
MEDICAL OR EDUCATIONAL EXPENSES, HOME IMPROVEMENTS OR OTHER
EXPENSES.
Another reason many Americans have recently opted for home 
EQUITY LOANS IS THAT THE INTEREST RATES ON THESE LOANS OR 
"LINES OF CREDIT" ARE GENERALLY MUCH LOWER THAN INTEREST RATES 
ON CREDIT CARDS.
A HOME EQUITY LOAN IS SIMILAR TO A SECOND MORTGAGE IN WHICH 
THE COLLATERAL FOR THE LOAN IS THE EQUITY ACCUMULATED IN YOUR 
HOME. The equity in your home is equal to the market value of 
YOUR HOUSE MINUS THE AMOUNT YOU NOW OWE ON IT. FOR EXAMPLE, 
LET'S SAY YOU BOUGHT YOUR HOUSE TEN YEARS AGO FOR $50,000 AND 
YOU NOW OWE $30,000 ON IT. TODAY, YOU'VE JUST FOUND OUT THAT 
YOUR HOUSE IS WORTH $90,000. YOU HAVE ACCUMULATED, THEN, 
$60,000 IN EQUITY IN YOUR HOME.
THE LAW STATES THAT YOU MAY DEDUCT ALL OF THE INTEREST ON 
THESE LOANS UP TO EITHER $100,000 OR THE EQUITY YOU HAVE IN 
YOUR HOUSE, WHICHEVER IS LESS.
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SO, TO GO BACK TO MY EXAMPLE: IF YOU HAD $60,000 EQUITY IN 
YOUR HOME, YOU COULD DEDUCT ALL OF THE INTEREST ON YOUR LOAN. 
However, if you had accumulated equity of $120,000, you could 
TAKE OUT A LOAN FOR $120,000, BUT YOU WOULD ONLY BE ABLE TO 
DEDUCT THE INTEREST ON $100,000 OF THE LOAN.
Remember, though, these provisions regarding home equity 
LOANS WHICH I'VE JUST DESCRIBED APPLY TO TAXABLE YEARS 
beginning after December 31, 1987. Different rules concerning 
YOUR DEDUCTION APPLY TO HOME EQUITY LOANS TAKEN OUT ON OR 
before October 13, 1987.
Home equity loans, then, have become an attractive way for
MANY PEOPLE TO ACCRUE A LARGE CREDIT LINE AND STILL BE ABLE TO
DEDUCT THE INTEREST.
And, many consumers, who have chosen home equity loans 
PRIMARILY BECAUSE OF THE TAX ADVANTAGES AND LOWER INTEREST 
RATES, HAVE ALSO DISCOVERED THEIR OTHER PERKS.
First, since home equity loans are structured as a line of 
CREDIT, YOU CAN SUDDENLY FIND YOURSELF HAVING ACCESS TO A VERY 
LARGE CREDIT LINE. A CREDIT LINE OF $100,000 FAR EXCEEDS ANY 
CREDIT LINE A DEPARTMENT STORE OR BANK WOULD GIVE YOU IN MOST
CIRCUMSTANCES.
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Also, since the LOAN IS secured by your home, your bank's 
LENDING RISK IS REDUCED, AND, CONSEQUENTLY, SO ARE YOUR 
INTEREST RATES. INTEREST RATES ON HOME EQUITY LOANS MAY BE 
SIGNIFICANTLY LOWER THAN THOSE ON CREDIT CARDS AND UNSECURED 
PERSONAL LOANS.
A HOME EQUITY LOAN CAN BE DISBURSED AS EITHER A SINGLE,
LUMP SUM OR A LINE OF CREDIT. WHEN USED AS A LINE OF CREDIT, 
LENDING INSTITUTIONS MAKE IT VERY EASY FOR YOU TO HAVE ACCESS 
TO YOUR CREDIT LINE. FREQUENTLY, BANKS WILL PROVIDE YOU WITH 
CHECKS OR, IN SOME CASES, ACTUAL CREDIT CARDS. IN THIS WAY,
YOU CAN CONTINUALLY TAP INTO THE LOAN TO FINANCE MORE THAN ONE 
EXPENDITURE. FOR INSTANCE, YOU CAN FINANCE A NEW CAR AND YOUR 
SON OR DAUGHTER'S COLLEGE TUITION AND ALSO AVOID THE ADDITIONAL 
PAPERWORK, DELAY AND COST INVOLVED IN TAKING OUT EACH NEW LOAN.
THE PAYMENT PROCEDURE CAN ALSO BE VERY FLEXIBLE, SINCE YOU 
ARE NOT ALWAYS BOUND BY FIXED MONTHLY PAYMENTS. ALTHOUGH MOST 
LENDERS REQUIRE A MINIMUM MONTHLY PAYMENT OF INTEREST ONLY, YOU 
MAY REPAY AS MUCH OF THE LOAN PRINCIPAL AS YOU DESIRE.
Another benefit is that a home equity loan, if used 
CORRECTLY, OFFERS YOU THE OPPORTUNITY TO MAKE HOME IMPROVEMENTS 
AND THEREFORE IMPROVE THE MARKET VALUE OF YOUR HOUSE.
But in spite of all of these advantages I've just 
MENTIONED, TAKING OUT A HOME EQUITY LOAN CAN ALSO BE ONE OF 
YOUR RISKIEST FINANCIAL VENTURES.
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IF YOU'RE LIKE MANY AMERICANS, A SUBSTANTIAL PART OF YOUR 
FINANCIAL HOLDINGS MAY BE TIED UP IN YOUR HOUSE. WHEN YOU TAKE 
OUT A HOME EQUITY LOAN, YOU ARE PUTTING THOSE HOLDINGS AT RISK, 
NO MATTER HOW SMALL IT MAY SEEM AT THE TIME. THAT IS WHY YOU 
NEED TO KNOW ALL YOU CAN ABOUT THESE LOANS BEFORE YOU DECIDE IF
ONE IS FOR YOU.
IT IS TO YOUR ADVANTAGE TO APPROACH A LENDING INSTITUTION 
KNOWING THE FULL COSTS AND RISKS OF THE LOANS AND TO HAVE A 
RANGE OF QUESTIONS READY TO ASK ABOUT THE TERMS OF HOME EQUITY 
LOANS BEFORE APPLYING FOR ONE.
FOR INSTANCE, DETERMINE IF YOUR LENDING INSTITUTION 
PROTECTS YOU AGAINST RISING INTEREST RATES. MANY HOME EQUITY 
LOANS CARRY VARIABLE INTEREST RATES. THESE RATES USUALLY RANGE 
ONE TO THREE PERCENT ABOVE THE BANKING INDUSTRY'S PRIME RATE, 
Treasury bill rates or various indexes, which often change 
WEEKLY.
IN THE PAST, THESE VARIABLE INTEREST RATES GENERALLY 
CARRIED NO UPWARD LIMITS, OR WHAT ARE CALLED "CAPS," PUTTING 
YOUR LOAN SECURITY AT RISK IF INTEREST RATES SUDDENLY TOOK A
SHARP RISE.
Under new rules adopted by the Federal Reserve Board, 
HOWEVER, LENDING INSTITUTIONS WHICH OFFER HOME EQUITY LOANS 
MUST SET A MAXIMUM INTEREST RATE OR "CAP" FOR THE LIFE OF THE
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LOAN. THE amount of the cap, which will be up to the lender, 
MUST BE DISCLOSED FOR ALL LOAN AGREEMENTS SIGNED ON OR AFTER 
December 9, 1987.
Next, compare the size of your lender's fee or fees with 
THAT OF OTHER INSTITUTIONS. FEES ON HOME EQUITY LOANS VARY 
CONSIDERABLY BETWEEN BANKS AND ARE SOMETIMES DIFFICULT TO 
COMPARE BECAUSE THEY ARE NOT ALWAYS CALCULATED IN THE SAME 
WAY. FOR EXAMPLE, SOME PLANS INVOLVE TRANSACTION FEES CHARGED 
EVERY TIME YOU MAKE A WITHDRAWAL AGAINST YOUR LINE OF CREDIT,
WHILE OTHERS DO NOT.
There are also other charges, which are often not fully 
DISCLOSED IN ADVERTISING. THESE INCLUDE ANNUAL FEES, APPRAISAL 
FEES, DOCUMENT INSPECTION FEES AND OTHER EXPENSES CHARGED BY 
OUTSIDE PARTIES. SINCE THESE FEES ARE NOT INCLUDED IN THE 
ANNUAL PERCENTAGE RATE ADVERTISED BY THE LENDER, YOU HAVE TO 
CONSULT THE REQUIRED TRUTH-IN-LENDING DISCLOSURE STATEMENT.
Also, be sure high annual fees and other costs do not 
OUTWEIGH THE TAX ADVANTAGE OF THE HOME EQUITY LOAN. THIS IS 
ESPECIALLY TRUE IF YOU ARE ONLY BORROWING A SMALL AMOUNT. SOME 
LENDERS FIX THEIR APPLICATION FEES AT ANYWHERE FROM A FEW 
HUNDRED TO A FEW THOUSAND DOLLARS. OTHERS MAY HAVE NO FEES OR 
BASE THEIR FEES ON A PERCENTAGE OF THE TOTAL AMOUNT OF THE 
CREDIT LINE. IN EITHER CASE, IF YOU ONLY USE A SMALL AMOUNT 
FROM THE CREDIT LINE, THE FEE MAY EQUAL OR OUTWEIGH ANY 
INTEREST RATE ADVANTAGE OR TAX DEDUCTION.
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IT IS ALSO WISE TO FIND OUT IF YOUR LENDER CHARGES AN 
INACTIVITY FEE. IN SOME CASES, IF YOU DO NOT USE YOUR LINE OF 
CREDIT WITHIN ONE YEAR, YOU COULD BE CHARGED AN INACTIVITY FEE,
WHICH COULD BE SUBSTANTIAL.
Be VERY CAREFUL OF INTEREST-ONLY PAYMENTS ON HOME EQUITY 
LOANS. Many institutions allow you to make only THE INTEREST 
PAYMENTS ON A LOAN FOR AN INDEFINITE PERIOD OF TIME. THEN,
THEY REQUIRE YOU TO MAKE A LARGE "BALLOON" PAYMENT OF THE 
OUTSTANDING BALANCE ON COMPLETION OF THE LOAN TERM.
Refinancing that balloon payment instead of paying it off may
REQUIRE PAYING MORE NEW-LOAN FEES.
Find out whether your lender has the right to change the 
TERMS AND CONDITIONS OF YOUR PLAN OR TERMINATE YOUR PLAN. MOST 
PLANS ALLOW LENDERS THESE OPTIONS UNDER CERTAIN CONDITIONS.
FOR EXAMPLE, IF, AS A BORROWER, YOU HAVE A QUESTIONABLE CREDIT 
RATING, YOU COULD HAVE YOUR CREDIT LINE WITHDRAWN AND THE
OUTSTANDING BALANCE DUE IMMEDIATELY OR OVER A SET PERIOD OF
TIME.
YOU SHOULD ALSO BE SURE THAT ALL OF THE INTEREST YOU HOPE 
TO FINALLY DEDUCT ON YOUR HOME EQUITY LOAN IS, IN FACT, 
DEDUCTIBLE. REMEMBER IF YOU BORROW MORE THAN $100,000 OR THE 
AMOUNT OF EQUITY IN YOUR HOME, YOU MAY NOT BE ABLE TO DEDUCT
ALL OF THE INTEREST ON YOUR LOAN.
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AND, very importantly, consider how you would handle future 
UNEXPECTED EVENTS. WHAT IF YOU ARE SUDDENLY FACED WITH A 
FINANCIAL LOSS, OR YOU LOSE YOUR JOB, OR IF YOU OR YOUR SPOUSE 
BECOMES SERIOUSLY ILL, OR IF YOU ARE SUED? AS A HEAVILY 
INDEBTED HOMEOWNER, YOU COULD FIND YOURSELF DEFAULTING ON YOUR 
LOAN AND ULTIMATELY LOSING YOUR HOME, UNLESS YOU HAVE A 
CONTINGENCY PLAN.
That's why if you are going to take out a home equity loan,
I MAKE THESE RECOMMENDATIONS.
Take out home equity loans only for major important 
EXPENSES OR FINANCIAL NEEDS. THESE INCLUDE FINANCING HOME 
IMPROVEMENTS, LARGE PURCHASES, COLLEGE TUITION OR MEDICAL 
EXPENSES. IF YOU ALREADY HAVE A LARGE MORTGAGE AND ARE HEAVILY 
DEBTED WITH CREDIT CARD BILLS, AUTO LOANS AND OTHER DEBTS, YOU 
SHOULD EXERCISE CAUTION WHEN CONSIDERING A HOME EQUITY LOAN.
Also, in the same vein, don't let the flexibility of a 
LARGE HOME EQUITY CREDIT LINE TEMPT YOU TO OVER-BORROW OR USE 
THE FUNDS FOR SMALLER "FRIVOLOUS" PURCHASES. THOUGH SOME 
INSTITUTIONS DO IMPOSE A MINIMUM WITHDRAWAL OF $100 TO $500 PER 
CHECK TO HELP YOU AVOID EXPLOITING YOUR CREDIT LINE, EVEN A 
$3,000 VACATION FINANCED THROUGH YOUR HOME EQUITY LOAN MAY NOT 
BE WORTH IT IN THE LONG RUN.
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And, find a reputable lending institution. Shop around. 
Look for one which reviews your financial record and advises 
YOU ACCORDINGLY. A reputable institution will first determine 
THE AMOUNT OF YOUR TOTAL DEBT PAYMENTS INCLUDING THE HOME 
EQUITY LOAN. FOR EXAMPLE, IF YOUR DEBT PAYMENTS TOTAL MORE 
THAN 35 PERCENT OF YOUR INCOME BEFORE TAXES, YOUR LENDER MAY 
ADVISE YOU AGAINST TAKING OUT SUCH A LOAN.
Check the laws in your state. The laws which apply to home 
EQUITY LOANS VARY FROM STATE TO STATE AND THEY ARE CONSTANTLY 
CHANGING. THE "HOME EQUITY BOOM" I SPOKE ABOUT EARLIER HAS 
CAUSED MANY CONSUMER GROUPS AND OTHER ORGANIZATIONS TO CALL FOR 
MODIFICATIONS. FOR EXAMPLE, I MENTIONED THAT CAPS ONLY 
RECENTLY BECAME MANDATORY ON VARIABLE-RATE HOME EQUITY LOANS TO 
PROTECT CONSUMERS FROM THE EFFECTS OF A SUDDEN SHARP RISE IN 
INTEREST RATES. IN THE FUTURE, LAWS AFFECTING PAYMENT TERMS 
AND FULL DISCLOSURE OF TERMS CAN BE EXPECTED. CONSULT WITH 
YOUR ATTORNEY OR CPA TO HELP YOU WITH CHANGES THAT MAY AFFECT 
YOU.
Remember to take it upon yourself to know the full costs 
AND RISKS OF HOME EQUITY LOANS BEFORE YOU MAKE A COMMITMENT TO 
A LENDING INSTITUTION. THIS IS THE MOST IMPORTANT THING YOU 
can do. Consider the fees and other costs that may outweigh 
THE TAX BENEFITS AND ANTICIPATE UNEXPECTED EVENTS SUCH AS LOSS 
OF EMPLOYMENT, HIGHER INTEREST RATES OR A LARGE BALLOON 
PAYMENT.
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YOU CAN PROTECT YOURSELF BY KNOWING THE FULL ADVANTAGES AND 
PITFALLS OF A HOME EQUITY LOAN BEFORE YOU DECIDE ON ONE. 
Depending on your financial situation and needs, home equity 
LOANS CAN MAKE GOOD ECONOMIC SENSE FOR SOME AND BE A WRONG 
CHOICE FOR OTHERS.
And, BEFORE YOU ACTUALLY TAKE OUT THE LOAN, CONSULT YOUR 
CPA OR OTHER QUALIFIED FINANCIAL ADVISOR WHO CAN COUNSEL YOU 
AND HELP YOU DECIDE IF A HOME EQUITY LOAN IS PRACTICAL FOR 
you. There may be other options more beneficial to you that 
YOU haven't yet considered. For instance, you might find that 
REFINANCING YOUR EXISTING HOME MORTGAGE MIGHT PERMIT A LARGER 
NET LOAN, A LOWER INTEREST COST AND A LARGER TAX DEDUCTION. IF 
YOU SHOULD DECIDE THAT A HOME EQUITY LOAN IS THE BEST PATH FOR 
YOU, YOUR CPA CAN HELP YOU PLAN OR MANAGE YOUR FINANCIAL 
AFFAIRS SO THAT YOU CAN REAP THE FULL BENEFITS OF YOUR LOAN.
Thank you.
NOW IF YOU HAVE ANY QUESTIONS AT THIS TIME, I'D  BE GLAD TO 
ANSWER THEM.
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